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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determ ned a $1,529.45 deficiency
in petitioner’s Federal inconme tax for the taxable year ended

Cct ober 31, 2004 (the year at issue).! The sole issue for

!Respondent al so determ ned that petitioner was |iable for
additions to tax under sec. 6651(a)(1l) and (2) of $891.49 and
$396. 22, respectively. Respondent concedes these additions to
t ax.
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decision is whether petitioner is a qualified personal service
corporation subject to a special flat 35-percent incone tax rate
under section 11(b)(2) rather than the graduated i nconme tax rates
for corporations under section 11(b)(1).2 W hold that
petitioner is a qualified personal service corporation.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
i ncorporated by this reference. Petitioner’s principal place of
business was California at the tine it filed the petition.

Petitioner is an engi neering conpany incorporated in
California in 1990. Petitioner provides engineering services in
the Los Angel es area, including planning subdivisions.
Specifically, petitioner prepares grading plans, designs plans
for stormdrains, sewers, streets, water lines and utilities, as
wel | as prepares tract maps for subdivisions.

Petitioner had two owners during the year at issue. Ruvin
Gutman (M. Gutman), a registered civil engineer and |licensed
| and surveyor, owned 60 percent of the value of petitioner’s
stock, while Gegory Mazler (M. Mazler) owned the remaining 40
percent. M. Mizler is not a registered civil engineer although
he has a degree in engineering. M. Gutman perforned

engi neering services for petitioner and al so oversaw all of

2Al'l section references are to the Internal Revenue Code in
effect for the year at issue, unless otherw se indicated.
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petitioner’s activities during the year at issue. Petitioner had
28 enployees in total, including M. Gutman and M. WMzl er.

Petitioner had a “Planning Departnent” that consisted of
t hree enpl oyees.® The enpl oyees in the Planning Department were
M. Mazler, Veronica G anovsky (Ms. Granovsky) and Eugene
Steinberg (M. Steinberg). M. Mzler’'s duties included
submtting tentative tract maps and gradi ng plans to | ocal
governnments for approval and al so supervising the activities of
Ms. G anovsky and M. Steinberg. M. Mzler perforned sone
engi neering services. These services included presenting naps to
pl anni ng departnments in public hearings, but these services
constituted only a small portion of his workload. M.
Granovsky’s and M. Steinberg’ s duties included assisting
i ndividuals performng petitioner’s engineering, |and surveying,
and mapping activities. M. Ganovsky and M. Steinberg al so
subm tted designs, plans, specifications and engi neering reports
to local governments. M. G anovsky al so coordi nated the work of
prof essional, technical or special consultants. M. Steinberg
was identified in petitioner’s organi zational charts as M.

Granovsky’s assistant. Both Ms. Granovsky and M. Steinberg al so

3The organi zational chart subnmitted to the Court as an
exhibit refers to this departnment as the Planni ng Departnent.
M. Gutman referred to this departnent as the processing
departnment in his testinony. W shall refer to this departnent
as the Pl anni ng Departnent.
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spent a small anmount of tinme processing bonds for the engineering
proj ects.

Petitioner’s financial accounts did not account separately
for the Planning Departnent or for income from processing plans
t hrough | ocal governnments. Petitioner’s |edgers differentiated
income fromcivil engineering, construction managenent, |and
surveying, and rental inconme but did not account separately for
i ncome of the Planning Departnent.

Petitioner reported on its tax return for the year at issue
that it was engaged in engineering. It reported that its taxable
i ncone was subject to the graduated incone tax rates for
corporations under section 11(b)(1). Respondent issued
petitioner a deficiency notice in which he determ ned that
petitioner was a qualified personal service corporation subject
to the flat 35-percent tax rate under section 11(b)(2).% The
deficiency represents the increase in petitioner’s Federal incone
tax that results fromapplying the flat 35-percent tax rate to
t he amounts of taxable income shown on the return for the year at
issue. Petitioner tinely filed a petition.

OPI NI ON
We are asked to decide whether petitioner is a qualified

personal service corporation taxed at a flat 35-percent rate

“The flat 35-percent tax rate set forth in sec. 11(b)(2)
equal s the highest marginal corporate tax rate set forth in sec.
11(b) (1) for the year at issue.
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under section 11(b)(2) rather than the graduated rates for
corporations under section 11(b)(1). A qualified personal
service corporation is any corporation that satisfies a function
test and an ownership test. Sec. 448(d)(2)(A) and (B)(i); WW

Eure, MD., Inc. v. Commi ssioner, T.C Meno. 2007-124; sec.

1.448-1T(e)(3), (4), and (5), Tenporary Incone Tax Regs., 52 Fed.
Reg. 22768 (June 16, 1987), as anended by T.D. 8329, 56 Fed. Reg.
485 (Jan. 7, 1991), and T.D. 8514, 58 Fed. Reg. 68299 (Dec. 27,
1993). Petitioner argues that it is not a qualified personal
service corporation because it does not neet either the function
test or the ownership test. W disagree and find that petitioner
satisfies both tests and is therefore a qualified personal
service corporation. W shall consider each test in turn.®

The Omership Test

The ownership test is nmet when 95 percent or nore of the
corporation’s stock is held by enpl oyees perform ng services for
the corporation in connection with activities involving a
qualifying field. Sec. 448(d)(2); sec. 1.448-1T(e)(5)(i),
Tenporary I ncone Tax Regs., supra. The qualifying field in this
case is engineering (including surveying and mapping). See sec.

1.448-1T(e)(4)(i)(C, Tenporary Incone Tax Regs., supra.

The Court ruled at trial that petitioner had the burden of
proof. On brief, petitioner asks the Court to reconsider its
ruling. The Court declines to reconsider its ruling. The burden
of proof remains with petitioner.
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M. G utman owned 60 percent of petitioner’s stock and M.
Mazl er owned 40 percent of petitioner’s stock during the year at
issue. M. Gutman was a |licensed engi neer and | and surveyor who
performed engi neering services for petitioner. M. Mzler had an
engi neering degree and perforned at | east sone engi neering
services during the year at issue although it was just a snal
portion of his workload. Petitioner argues, however, that M.
Mazler’'s ownership fails to neet the ownership test because his
activities fit solely in the Planning Departnment, not in the
general engineering field. W disagree.

First, section 448 requires only that the enpl oyees owni ng
the stock performservices in connection with the qualifying
field activities. Sec. 448(d)(2). There is no requirenent in
the ownership test that the stockhol der-enpl oyees performa
certain percentage of their services, or substantially all of
their services, in the qualifying field or in connection with the
qualifying field. M. Mzler’'s performance of sonme engi neering
services during the year at issue therefore neans that 100
percent of the stock was held by enpl oyees who perforned
engi neering services. See id. Further, as we shall nore fully
expl ain below, the activities of the Planning Depart nent
constitute engineering activities or activities incident to
engi neering activities. Accordingly, M. Mazler’'s activities in

the Pl anning Departnent are also in a qualifying field. W
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conclude that petitioner neets the ownership test because both
owners of petitioner’s stock perfornmed services in the

engi neering field.

The Function Test

We shall now turn to the function test. To neet the
function test, 95 percent or nore of enployees’ tine nust be
spent providing services in one of several enunerated fields,

i ncludi ng engi neering. Sec. 448(d)(2); sec. 1.448-1T(e)(4) (i),
Tenporary I ncone Tax Regs., supra. The performance of any
activity incident to the actual performance of services in a
qualifying field is considered the performance of services in
that field under the function test. Sec. 1.448-1T(e)(4)(1),
Tenporary I ncone Tax Regs., supra. Activities incident to the
performance of services in a qualifying field include the
supervi sion of enpl oyees engaged in directly providing services
to clients and perform ng adm ni strative and support services
incident to such activities. 1d.

Petitioner argues that it does not neet the function test
because the activities of the Planning Departnment do not
constitute engineering. Again, we disagree.

Engineering is not defined in section 448 or the
correspondi ng regul ations. W nay exam ne state |aw to determ ne
whet her an activity is wwthin a qualifying field. See Rainbow

Tax Serv., Inc. v. Conm ssioner, 128 T.C 42, 47 (2007).
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California |law defines civil engineering as the follow ng studies
or activities in connection with fixed works:
(a) The econom cs of, the use and design of,
materials of construction and the determ nation of
their physical qualities.

(b) The supervision of the construction of engineering
structures.

(c) The investigation of the |laws, phenonena and forces
of nature.

(d) Appraisals or valuations.

(e) The preparation or subm ssion of designs, plans and
specifications and engi nheering reports.

(f) Coordination of the work of professional,
technical, or special consultants.

(g) Creation, preparation, or nodification of

el ectronic or conputerized data in the performance of the

activities described in subdivisions (a) through (f).
Cal. Bus. & Prof. Code sec. 6731 (West 1995) (enphasis added).

Accordingly, under California |l aw, preparing and submtting
desi gns, plans and specifications, and engi neering reports and
coordinating the work of consultants are civil engineering
activities. 1d. Activities incident to civil engineering
activities are also qualifying activities. Sec. 1.448-
1T(e)(4) (i), Tenporary Incone Tax Regs., supra. Accordingly,
activities that are incident to preparing and submtting designs,

pl ans and specifications and engi neering reports also constitute

qualifying activities. 1d.
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Petitioner’s Planning Departnment undertook activities such
as submtting designs, plans, tentative tract maps, grading
pl ans, and engi neering reports to | ocal governnents and
coordi nating other professionals. Each of these activities
constitutes civil engineering under California law and is
therefore a qualifying activity. Petitioner’s Planning
Departnent al so assisted and supported engi neers in other
departnments. This activity is incident to civil engineering
activities and is also therefore a qualifying activity.

Petitioner argues that civil engineering may only be
performed by individuals with a civil engineering |license and
none of the Planning Departnent’s enpl oyees had a |icense.
Petitioner’s argument is msplaced. M. Gutman, a registered
civil engineer, oversaw all of petitioner’s operations. A
subordinate to a civil engineer is exenpt fromlicensure if he or
she perforns only in that capacity. Cal. Bus & Prof. Code Sec.
6740 (West Supp. 2008). The Pl anni ng Departnent enpl oyees’ | ack
of engineering licenses thus does not preclude themfrom

performng qualifying activities. See also Rainbow Tax Serv.,

Inc. v. Conm ssioner, supra at 46-47 (rejecting argunent that

accountants cannot perform accounting services where they | ack
CPA |icenses).
Mor eover, even if we accepted petitioner’s argunent that al

the activities perforned by the Planning Departnent were not
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qualifying activities, petitioner has failed to prove that such
activities exceeded 5 percent of all enployees’ tine. Petitioner
i ntroduced inconplete time records for its enployees. Petitioner
produced timesheets for Ms. Granovsky that covered the entire
t axabl e year but produced tinesheets for M. Steinberg only for
July 15, 2004, through the end of the taxable year, less than 4
nmonths. Petitioner produced no tinmesheets for M. Mzler and no
ti mesheets for the 25 ot her enpl oyees who were not in the
Pl anni ng Departnent. The |ack of evidence nmakes it inpossible to
determ ne that the activities of the Planning Depart nent
constituted nore than 5 percent of all the activities of
petitioner. Petitioner’s failure to produce the tine records of
the ot her enpl oyees |leads us to infer that if such evidence were
i ntroduced, it would be unfavorable to petitioner. See Wchita

Termnal Elevator Co. v. Comm ssioner, 6 T.C 1158 (1946), affd.

162 F.2d 513 (10th G r. 1947).

Petitioner urges us to find that the Pl anni ng Depart nent
constituted nore than 5 percent of the enpl oyees by pointing out
that dividing three enployees by the 28 total enployees yields a
nunber |arger than 5 percent. W can do the math, but we are
unconvi nced of the neaning of the result. Petitioner’s argunent
assunes that the enpl oyees in the Planning Departnent perforned
no services in qualifying fields, which, as discussed above, is

incorrect. Petitioner’s argunment also assunes that each enpl oyee



- 11 -
performed exactly the sane anobunt of services for petitioner.
There is no evidence in the record to support this assunption.

Petitioner relies on Alron Engg. & Testing Corp. V.

Comm ssioner, T.C Meno. 2000-335, to support its argunment that

it is not a qualified personal service corporation. Alron Engg.

is distinguishable on many grounds. The conpany in Al ron Engqg.
performed both engi neering services and geotechnical testing

services. 1d. W found in Alron Engg., after exam ning

W sconsin | aw, that geotechnical testing did not constitute
engineering. 1d. Here, on the other hand, the activities
performed by the Planning Departnment constitute civil engineering
under California |law and are therefore qualifying activities.

Further relying on Alron Engg., petitioner argues that

petitioner could have separately negotiated to provide only the
services of the Planning Departnent to custoners w thout any
correspondi ng engi neering services. This argunent is of no
moment. The activities performed by the Planni ng Depart nent
constitute civil engineering under State |aw, regardl ess of
whet her they were provided in separate contracts. Also, unlike

the taxpayer in Alron Engg., petitioner did not separately

account for the activities of the Planning Department in its
books and records.
We conclude that petitioner satisfies the function test by

having 95 percent or nore of its enployees’ tinme spent providing
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engi neering services or services incidental to engineering
services. W also conclude that petitioner satisfies the
ownership test because all of its stock was held by enpl oyees
perform ng services in connection with a qualifying field.
Accordingly, petitioner is a qualified personal service
corporation subject to the flat tax rate under section 11(b)(2)
for the year at issue.

To reflect the foregoing,

Deci sion will be entered

for respondent.




